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Charles F. Mason. East Coast Bureau Chief

AirTouch execs say pes will play small role

current figures on phone service
availability in Colombia were not pro
vided by Northern Telecom, the digi
tal upgrade project will increase
phone service coverage throughout
the country, said a spokesman for
Northern Telecom-CALA, the ven
dor's sales and marketing arm for the
Caribbean and Latin America.

The Colombian project is one of
several Latin American deals North
ern Telecom-eALA is cultivating. The

While maintaining their continued
interest in competing lor person

al communica.tion services (PCS) li
censes, the top two executives at Air
Touch say they don't believe PCS will
reach a point of equality with cellular
in the years to come.

"I don't believe PCS will ever catch
up to-let alone surpass-cellular,"
said Lee Cox, president of AirTouch.

Continued delays by the Federal
Communications Commission to li
cense PCS is also good news, said
Sam Ginn, AirTouch chairman.

"The delay is in our favor," he said.
"[The longer] we can maintain the
current wireless market structure,
the better."

Both men spoke during a recent
press briefing as the company was of
ficially spun off lrom Pacific Telesis.

While AirTouch plans to bid for
PCS licenses, Ginn said ~if there is a
bidding frenzy, we will not partici
pate."

Cox said that cellular carriers'
more than la-year head start over
PCS providers is virtually insur
mountable. He estimated that it will
take PCS carriers seven or eight years
to deploy networks as ubiquitous as
cellular and by that time cellular car
riers will have improved their net
works even further.

Ginn declined to discuss rumors
that his company is planning an al
liance of some sort with another cel
lular carriero, other than to say that
"everybody is talking to everybody."

AirTouch has been rumored to
have been involved in talks with
Nynex and Bell Atlantic.

As part of its newly won treedom
trom the Modified Final Judgment, the
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company is part of a consortium
going after a hotly contested contract
to build a cellular infrastructure in
Colombia, the spokesman said. The
government will announce the recipi
ents of the contract within weeks. II
chosen, Northern Telecom would de
ploy its DMS-MTX time division multi
ple access SuperNode systems.

Northern Telecom-CALA also has
equipment contracts in Brazil, Mexi
co, and several Caribbean locales. ii

company is planning to implement a
new long-distance strategy by June.
No longer subject to the equal access
requirements or the service restric
tions imposed by the MFJ, the compa
ny plans to transport its own com
pletely wireless services, including in
terexchange calls, Cox said. For other
long-distance calls, AirTouch will soon
have an agreement with "one or more"
interexchange carriers that will allow
it to buy service wholesale and resell
it to cellular subscribers at retail, he
said.

While discounting the threat from
PCS, both executives said they plan
to meet any competitive challenges
from Nextel or PCS providers. They
said the outlook for wireless telecom
munications, both domestically and
globally, is unparalleled. ii

MFS Intelenet serves up its own numbers
MFS Intelenet made history recently, becoming the first competitive access

prOVider to activate blocks of telephone numbers directly assigned to its
own switch. That means incoming calls to some MFS Intelenet customers no
longer have to pass through New York Telephone switches.

The company activated two blocks 01 about 10,000 phone numbers each in
New York City's 212 area code. The action will reduce the potential lor techni
cal problems, and improve service reliability and security, according to MFS
Intelenet, which has been offering integrated local and long-distance service
to small and medium-sized business customers since last October (Telephony,
Oct. 4, 1993, page J).

The activation of the new r.umber blocks, known as NXX codes, lollows an
order issued late last year by the New York Public Service Commission stating
that NXX codes should be allocated to MFS lntelenet. Prior to this order, the
MFS Communications subsidiary had to lease phone numbers from New York
Tel. MFS lntelenet also has asked regulators in Illinois, Maryland and Pennsyl
vania to follow the lead of the New York PSc.

Being able to assign its own numbers will help MFS lntelenet emerge as an
independent carrier, forcing New York Tel to treat it on the same basis as In

continued on page 14
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MCl Cancels
Investment'
In Nextel

By EDMUND L, ANDREWS

SpcC'lallO Thf" N{"w York TImes

WASHINGTON, Aug. 29 - Mel
Communications canceled its plan to
day to invest $1.3 billion in Nextel
Communications Inc., a wireless
communications company that in
tends to create a nationwide network
rivaling current cellular telephone
systems.

The companies said they would still
try to renegotiate the deal, which had
been announced in February. But to
day's move casts doubt on Nextel's
ambitious effort to use use a digital
technology developed by Motorola
Inc. to modernize a small band of
radio frequencies that were original
ly reserved for linking private fleets
of trucks and taxi cabs.

No Clear Strategy
And the decision to renegotiate by

MCI, the nation's second-largest long
distance telephone carrier, leaves it
without a clear strategy for compet
ing in the booming market for wire
less communications.

Nextel's stock plunged $5.25, to
$25,25, in Nasdaq trading today, as
did the shares of several other mo
bile-radio companies that had recent
ly announced they would sell to Nex
tel In stock transactions. In Nasdaq
trading, shares of Onecomm, which IS

based In Denver, fell $6, to $24.50, and
shares of Dial Page, which is based in
Greenville, S.c., dropped $4.25, to
$25.50.

Shares of MCI, which is based here,

l~()ntinued on Page C2
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Last f~l!,. 'W~II $tr~tl()VI;I~N~~el'~ strate(JY ofbuyinSJ specialized mobile radio licenses-the kind used for
dispatching truCks and taxi~to piece together a nationwide mobile phone and paging service competing
with &xlstlng cellular systems, This year, investor enthusiasm for the plan, and Nextel's stock, has slipped,

Aug.

Yesterday
Mel says it is

backing out 01
investment and
marketing deal

announced in
February

Nextel still had a good chance of
reaching a deal because Mel had few
other ways to build a nationwide
wireless network qUickly.

"I'd say the odds arc better than
50-50 that the deal will go through in
some form, though undoubtedly at a
lower price," he said.

Mel, Nextel and Nextel's current
biggest investor, the Comcast Corpo
ration, had hoped to reach a final
agreement by June 30 and, failing
that, by Aug. 30. The three companies
met again last weekend, but were
unable to reach an agreement.

Mr. Taylor said MCI felt obliged to
issue today's staten,,'''' !"'cause it'
could no longer h· II thal a deal
would emergl·.

.Au$.5
agree.tO$cqulre

Dial Pag~h'R,f()r $750
in stQl%lilnQexpand

its deal WlthMotorola to
Include all Motorola'S

it's getting better every day," he saia.
But a number of industry analysts

said the sound quality of Nextel's
system had often been inferior to
those of standard cellular systems.
The complaint about people sounding
as if they were underwater had also
been lodged against the digital sys
tems introduced by some cellular
companies.

The quality is "good but it isn't
great," said Timothy Weller, an ana
lyst at Donaldson, Lufkin & Jenrette
who follows MCI. But, he added, "it's
working better than it was six months
ago."

Dennis Leibowitz, who follows
wireless communications for Donald
son, Lufkin & Jenrette, said MCI and
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mercia I service earlier this ·year. In
dustry analysts said today that the
voice quality of Nextel's service was'
sometimes poor, making some call
ers sound as if they were talking
underwater.

In addition, the telephones remain
bulkier and more expensive than 01'-.
dinary cellular telephones, which has I

forced Nextel to subsidize the price of '
equipment through its revenue from
service. The pricing in Los Angeles is
comparable to that of cellular serv
ice.

EqUipment subsidies are standard
procedure for many cellular compa
nies, as well, but in Nextel's case the
subsidy and the resulting financial
burden are heavier.

Indeed, Nextel has not yet tried to
market its telephones to the mass
market of individual consumers.
Rather, it has limited itself to the
much narrower market of traditional
fleet customers.

Nextel recently reported a loss in
its fiscal first quarter of $33.6 million,
on revenue of $21.5 million. That com
pared with a loss of $4.9 million, on,
revenue of $8.7 million, in the compa-, involved in the two recent acquisi-
rable quarter a year ago. tlOns and had not objected to them.

Under the original deal announced Mr. Taylor said he still hoped to
in February, MCI would h"ve ac- reach a deal with Nextel. "There are
qUired 17 percent of Nextel for $1.3' great benefits to MCI, and they are
billion, at prices of $36 to $38 a share. still our primary wireless play," he
In the last several months, however, said. But, he added, MCI is not wed
Nextel's stock has drifted steadily ded to Nextel's particular technology
down from more than $45 a share in and would probably used a range of
March, to about $30 last week. radio frequencies to develop a com-
A Range of Frequencles prehensive wireless capability.

"Don't thmk of Nextel as a technol-
In addition, Nextel had reached ogy," he said. "Think of Nextel as a

agreements to buy Onecomm and vehicle for providing wireless serv
Dial Page in stock transactions thatl ices." .
would have diluted MCI's stake to' Morgan E. O'Brien, chairman of
about 12 percent. : Nextel, defended his company's sys-

Kevin Inda, a spokesman for MCI, tern and said he was as confident as
said the company had been closely ever. "The technology is terrific, an~

ConU,lued From FIrst Business Page

fell 37.5 cents, to $24, in Nasdaq trad-.
mg.

While neither Nextel nor MCI'
would elaborate on the factors that:
derailed the deal, people close to MCI.
said the company had grown increas
ingly concerned that Nextel's technol
ogy would not be sufficient, by itself,
to fully compete against today's cel
lular telephone systems.

MCI executives arc thought to be
seeking a much lower price for its
stake in Nextel and greater flexibility
to use other wireless technologies
alongside the Nextel system.

Both companies said they were still
discussing a deal of some other sort,
but said they could offer no assurance
that they would reach an agreement.
"The deal we announced in February
will not occur," said Gerald H. Tay
lor, president of MCI.

Today's announcement comes just
as MCl's archrival, the AT&T Corpo
ration, appears close to consummat
ing its $12.6 billion acquisition of the
nation's biggest cellular company,
McCaw Cellular Communications
Inc. AT&T has cleared almost all the
necessary regulatory hurdles and is
planning to close the deal by Sept. 30.

MCI had been counting on Nextel,
based in Rutherford, N.J., as the cor
nerslOne of its efforl to set up a
nationwide wireless network that
would offer high-quality telephone,
service, paging and data communica-·
tions. Nextel's greatest assets are
licenses for radio fleet-dispatch serv
ices in markets that represent a total
of about 205 million people in the
United States.

But the company has been running
into technical problems in Los Ange
les, where it introduced its Cirst com-

MCI Cancels Investment
Of $1.3 Billion in Nextel



Mel Severs
Negotiations
With Nextel

Motorola Disagreement
Unravels Wireless Deal

By EDMUND L. ANDREWS

SpcclallO The' New York Times

WASHINGTON, Sept. I - The MCI
Communications Corporation for
mally ended a proposed $1.3 billion
deal with Nextel Communications
Inc., the company on which it had
based its plans for building a nation
wide wireless telephone network.

.Citing intractable disagreements
WIth Motorola Inc., a major share
holder in Nextel that had veto power
over a deal, MCI said today that it
had definitively broken off all talks.

"Although discussions were pro
ceedmg along positive lines with Nex
tel, any new transaction would have .
required Motorola's consent," the
company said in a terse statement.
"MCI and Motorola were unable to
reach agreement on terms."
No Wireless Strategy

By driving a stake through the deal
MCI, the nation's second-largest long~
distance carrier, is now left without a
wireless strategy at a time when
companies like the AT&T Corpora
tIOn and the regional telephone com
panIes are racing to build big new
cellular networks.

The deal raises questions about
whether MCI blundered in signing up
as a partner with Nextel, a start-up
company that is trying to offer na
tionwide cellular-like telephone serv
Ice usmg radio frequencies set aside
for hnking truck and taxi fleets. Nex
tel's technology, developed by Motor
ola, is still brand new and has been
running into problems in delivering
sound quality on a par with cellular
telephones.

MCI executives declmed to elabo
rate on the obstacles, saying merely
lhat they were based on terms and
price. Though MCI had planned in
February to acquire a 17 percent
stake III Nextel for $36 to $38 a share
Nextel's stock had dropped from $45
a share earlier this year to less than
$30 last week. Making matters worse
Mel's Slake would have been diluted
to about 12 percent once Nextel is
sued new shares to complete several
acquisitions of other radio dispatch
companies.

'lEW YORK TIMES, FRIDAY, SEPTEMBER 2, 1994

But some analysts believe Nextel's
system had fundamental limitations
that were probably at the root of
disagreements over the company's
valuation. The problem is that Nex
tel's licenses, known as Specialized
Mobile Radio, or SMR, licenses, cover
less than half as many frequencies as
those for cellular phones cover.

To preserve good sound quality,
they argue, Nextel would have had to
serve fewer customers. "This thing
was not built to be a cellular system,"
said Jack Grubman, a telecommuni·
cations analyst with Salomon Broth
ers. "Something had to give some
where."
Consent Denied

Gerald R. Taylor, president of MCI
said the technology problems would
have been surmountable. "The eco
nomics of that band are economical
in terms of providing service," he
said. "Motorola really did have to
consent to the agreement, and they
Just wouldn't."

Executives at Nextel and Motorola
could not be reached for comment
tonight. Under the terms of the origi
nal deal, however, Motorola would
have had a bigger stake in Nextel
than MCI simply by trading its own
licenses for radio dispatch service
around the country. MCI would have
invested $1.3 billion, and contributed
its well-known brand name and
vaunted marketing prowess in long
distance communications.

Mr. Grubman noted that MCI had
other wireless opllons. It can seek an
alliance with the GTE Corporation or
With a group of the regional Bell
companies, which are the biggest op
erators of cellular phone service.

Two groups have already been
for~ed, each of which has hopes of
addmg partners to form a nationwide
network. Airtouch Communications
the cellular operations recently spu~
off from Pacific Telesis Group, has
teamed up with U S West. And the
Bell Atlantic Corporation and the
Nynex Corporation are pooling their
cellular operations into a single net
work running from Maine to North
Carol1na.
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Cellular-Phone Rates Spark Static From Users
By GAUTAM NAIK ~,r- q,'\ carriers, and typically the entrenched IOC~1 phone compa- The numbers tell a diUerent story. In the past decade.

Stoff Reporter of Tm: WALl. STREET JOURNAL ny Is one of them. And unlike regular phone senrlce, cel- some $13.9 b\llion has been spent bullding the system. while
Virgil Cobb was smitten by the Idea of being a walk- lular doesn't have to answer to regulators. $36.9 billion In revenue has been taken In. Last year five mil-

ing, talking, reach-me-anywhere executive. Like millions The FCC holds out the hope of more competition. It has lion new subscribers .signed on, and building new "cell
of ot hers, he just loved his cellular phone. set plans to auction licenses [or "personal communications sites" to senre them ought to have cost $4.5 billion, based on

"It was like a drug," says Mr. Cobb, the owner of a senrices," which would Introduce up to seven new rivals in Industry data showing the average cost of a cell slle. Butlhe
small building'materials firm In Detroit. But after paying each market. But the auctillns aren't until the fall, and In.d.!lstry actually spent Qnly $2.6 billion because so much In-
bills of $400 a month for three years, any new services are two years away. trastnJcture Is already Installed: cellular Is now avail-
Mr. Cobb canceled his phone service For now, cellular providers argue able In more than 900/0 of the U.S.

and now resorts to a pager and pay~' ....•..'...........•...•....' ' '.... that their rates aren't all that high Even carriers admit they will be forced to lowerphones. !lis monthly beeper bill:~ and that high,vol,ume .customers per-minute rates when compet.llors arrive. Some
$12. As for cellular senrlce, he says,C,Uula{sUb$crloo•• ln.mUnotlt:!<i) can get substantIal dIscounts. users ask: U they can lower pnces then, why not
"\l'll have to be pretty dam cheap i2ir .... "~ .• ..... ":.' ";'," They say costs haven't de· now? Barry Goodstadt ot Electronic Data Systems
before [ use It again." Corp. offers one answer: "CellUlar firms clearly have

Unhappy cellular'phone owners room to lower prices. But they know they have compeli-
arc a growIng breed. Lured by the tlon coming. So you get your margins While you can."
tantalizing claims of the wireless Per-minute costs hardly vary among the two carriers
revolution, they rushed out and In many major cities. fn New York, Nynex charges up to
bought nifty pocket phones, believ- , 59 cents per minute during peak hours whether the callis
jng that instant access would be i Incoming or outgoing; rival CellUlar One of Paramus,
worth the price. Now many users •• N.J., controlled by McCaw Cellular Communlcatlons
are l1uestionlng Whether chargesof,.. Inc.• charges 65 cents. In Los Angeles, the two cellUlar
60 cents a minute for local calls are fib . . .. . '.. .\ carriers charge 45 cents and 41 cents a minute.
ever worth It. \i;1~;,.t;'!f,\~.::tI,Y+l'!!:~,~ The lack of real competition has given cellUlar ~pera-

Some customers have $harply cut j;·SOttki?~tfI1.COnifit~~f~;;:;1 tors the freedom to impose stringent contract condItions
back on phone use. Others, like Mr.!lndu~AuqdJtklt .••. rf·/y\'! Including high "actlvatlon" fees just
Cobh, have abandoned their cellular '. . '. ; ... ,,; '." 10 get senrlce started. Cellular One o!
phones altogether. One recenl sur- Costs Arh Still High Paramus typically charges $55 un·
vey shows about 60% of companies using cellular senrlce :'.•.•• ;. ,.. ....,~ ..... ".' .. . less it uses a special promotion and
say high rates are a big source of discontent. Even as the ,', L~Il$I'Vel1lge cellulap.~\n {9P>.· waives that fee, and the user Is obllg'
cellular business continues to post soaring growth. about .1Q m.rkets lor 250 lil',o,,? 01 prime· ed to stick with It for at least one
30% o( customers In some markets cancel their senrice . lime IIseeactt ~ont~; . (i!>';, year. Leave early, and you pay a
every year or switch to another carrier. $150 . , ., ,. $200 penalty. And the cost of cellular

"We've reached a saturation point for those Who are . equipment Is extra.
willing to pay high dollars lor cellular senrlce," says 125 But customers are rankled most
Kevin Allodi, a vice president at Computer Sciences 100, of all by "roaming" charges. the stiff
Corp., which provides billing and other senrlces to 7$1 fees users must pay to make calls
telecommunications firms. "Now cellular operators .•. j from outside their home regions.
are bumping up against those consumers who want 59 During a recent call to New York
to see prices lowered." 25) from California. Jeffrey Hines, an

The cellular industry has grown at explosive rates ..' analyst at PalneWebber Inc. wound
since its launch a decade ago. In 1993 alone,·the number, q .. ,..,..... ,. .,... . ! up paying $21.89 for a 22·minute cel-
o! cllstomers surged 45% to 16 million, while revenue j 1~''.1 ~,•."~·""1.'" '.13 . luIar call-In addition to his basic
zoomed 40% to $10.9 billion. Despite this growth, It isn't a cllned more because of the industry's ~1I,~:H~'f~S/losrick~As.SociJIU/t monthly charge ot $40. which In-
whole lot cheaper to make a cellular call today than II huge outlays to build transmission tow- ., eludes the first 30 minutes of local
was 10 years ago. While long-distance charges have fall- ers, develop new dlgitaltechnoll)gy and calls. Another Irritant Is the charge
en roughly 40% in the past decade, by one measure even administer expanding operations. for Incoming calls (a practice not followed by cellular
the lowest average cellular rates around the country have. "You'll see prices come down as you see economies of companies In Europe). "U's a double whammy," Mr.
come down only 9% in eight years. . scale," says Ray Dolan. vice president or marketing at Nynex Hines complains.

One major reason is a lack o( competition. The Feder- Mobile tommunlcatlons. a unil of Nynex Corp. "Now. no Such consumer dissatisfaction adds up. Consumers
al Communications Commission In 1981 decreed that each matter how fast we throw resources at It. we can't keep up" "fall In love with the phone. but they don't really under-
cellular market should be restricted to just two cellular with the infrastructure required to meet growing demand. Please Turn to Page 87, Column.1 lol\'\-1
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Continued From Palje B1
stand how the service workS," says Tom
Kelly. a vice president at Cellular One of
Paramus. High customer turnover is due
in part to the "additional charges. the
unpredictability of roaming and billing
problems." he says.

Critics of the carriers say current sub
scribers shouldn't have to fund the indus
try's high·tech fancies and future growth.
In Michigan, state sen. Don Koivisto
is pressing to regulate per·minute rates
and scrutinize billing practices. "Anyone
using these phones realizes how conve
nient they are." he says. "The problem
occurs when consumers open their bills."

Such a problem happened at Allied
Equipment Corp.• which makes materials
handling gear in Hayward. caUf.. after the
company decided to equip its 12-person
sales force with cellular phones and pay
half the charges. Over two years, the
company rang up an astonishing $250,000
in cellular phone bills- more than $10.000 a
year per person. Allied pulled the plug last
year. Its two-year cost is down to $55,000
for all local. long-distance and pager serv-
ice. •

"We got to a point Where we couldn't
slow down on the cellular phones." recalls
Eric Landtom, one.of the salesmen. "I was
dp.finitely :l more productive salesman. But
the cost couldn't justify the mEan:>."
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1. Cellular Exchange Service Markets are Not Competitive Today.

These cellular systems have substantial market power. The FCC has so concluded on

four separate occasions in the last three years,ZO and the General Accounting Office has

reached the same conclusion.21 The Depanment's extensive investigations into the cellular

industry likewise indicate that cellular duopolists have substantial market power: "the ability

to raise prices or restrict output" Triennial Review, 900 F.2d at 296.

The basic structural problem with cellular markets is well known -- the fact that they

are and have been duopolies with (at least until very recently) absolute barriers to entry.

While the FCC's decision to issue two cellular licenses -- rather than only one -- was

r."otivated by a desire to stimulate competition, Cellular Communications, 89 F.C.C.2d 58, 61

(1982), two-fIrm markets are not particularly competitive.22 The noncompetitiveness of two-

20 FCC Equal Access NPRM, , 36: Notice of Proposed Rulemaking and Tentative Decision, In the
Matter of Amendment of the Commission's Rules to Establish New Personal Communications Ser....ices,
7 F.C.C. Rcd 5676, 5702 (1992) ("PCS NPRM'); Report and Order, In the Matter of Bundling of
Cel1ular Customer Premises Equipment and Cel1ular Service, 7 F.C.C. Rcd 4028,4029 (1992); see
also Second Report and Order, In the Matter of Amendment of the Commission's Rules to Establish
New Personal Communications Services, 8 F.C.C. Rcd. 7700, 7744 (1993) ("FCC PCS Order"). The
FCC's recent decisions -- particularly its 1993 PCS Order -- were entered after and despite the cellular
industry's intensive (but unpersuasive) efforts to argue that the cellular duopoly is competitive. See
Reply Comments of the Department of Justice, In re Personal Communications Services, at 17-22
(F.c.c. Jan. 19, 1993) (citing and rebutting arguments).

21 Repon to Hon. Harry Reid, U.S. Senate, Concerns About Competition in the Cellular
Telephone Service Industry, pp. 2-4 (Gen. Acctg. Ofc. 1992).

22 Economic theory generally predicts that prices will be higher and output less in markets with
fewer rather than more competitors, or in markets that are more highly concentrated, absent mitigating
factors. See, e.g., Scherer & Ross at 277-78; 4 Areeda & Turner, , 910b at 55 ("there is general
agreement that beyond some point the smaller the number of firms and the larger the share of the
market dominated by one or a relatively few firms, the greater the likelihood of substantial departures
from competitive performance, panicularly with regard to price"); Stigler, "A Theory of Oligopoly, 72
J. Political Econ. 44-61 (1964). Studies indicate that markets dominated by duopolies are particularly
troublesome. "Large market shares for the two leading firms seem most decisive for industry price
cost margins, with a depressing effect from a sufficiently large third share." Kwoka, "The Effect of
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finn markets is exacerbated here by the overlapping alliances of the cellular carriers, so that

fIrms that "compete" with each other in one market are partners in another. 23

The BOCs' internal documents, written at the same time that they were telling the

Department that cellular is "robustly competitive," demonstrate that in the ROes' view cellular

is comfortably noncompetitive. Southwestern, which argues that "wireless markets today are

vigorously competitive" (SWB Mem. 11), observed in 1991 -- the year it and the other BOCs

fIled for this waiver -- that there was an "absence of significant price competition" in cellular,

and that the market is "highly attractive" for that reason. [218486] Southwestern further

observed:

The FCC predicted sufficient levels of rivalry from a duopoly. In actuality, the two
players in each market have been able to avoid serious competition in this rapid
growth environment. [218492]

In the current environment, characterized by rapid growth and limited rivalry, relative
position is less relevant than in mature, competitive industries. .., In the future, as
new competitors enter the market and subscriber growth eventually levels off,
positioning will become increasingly important [218517]

More recently, Southwestern observed that "new industry entrants will not be effective

competition before 1996" (emphasis in original). Southwestern assessed that threat of new

entrants as "medium," and the bargaining power of buyers as "low" -- recognizing that the

Market Share Distribution on Industry Performance," 61 Rev. Econ. & Statistics 101, 108 (1979).
Many studies have found a statistically significant positive correlation between price and market
concentration. See Sclunalensee ,"Inter-Industry Studies of Structure and Perfonnance," in 2 R.
Schmalensee & R. Willig, Handbook of Indus. Org. 987-88 (1989) (collecting studies): L. Weiss,
Concentration and Price 268 (1989) ("overwhelming support" for concentration-price hypothesis).

23 For example, Aiflouch (the fonner PacTel cellular properties) is a partner with McCaw in
operating a cellular system in San Francisco. and competes against a Mccaw/BellSouth system in Los
Angeles. BellSouth, McCaw's panner in Los Angeles, is McCaw's rival in Miami. Southwestern Bell
partners with McCaw in operating the "Cellular One" marketing organization. but competes against
McCaw in Dallas. St. Louis and Kansas City.
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"threat of substitute products or services [is] low" and that "extensive time periods for

regulatory determinations, license awards and infrastructure construction will occur prior to

the emergence of effective competitors." [SWB 203264-65]

Other BOCs have made similar observations about cellular markets:

The duopoly structure is a continuation of the status quo. ... Under this scenario,
competitive intensity is greatly reduced. This enables direct cellular competitors to
improve margins . . .. In fact, the most significant element of this structure is the
probability that profit margins for all competitors would tend to increase under
prolonged restricted competition. (AMOO385-86, Arneritech, July 1990)

Cellular industry--unusually attractive structural characteristics--govemment-mandated
duopoly providing very high barriers to entry--essentially unregulated with regard to
rates and rate of return ... overall competitive rivalry is low to moderate ... to date
little competition on service pricing. (PTO0008-12, PacTel, Sept. 1, 1987)

The burgeoning demand for cellular service when coupled with the duopolistic market
structure mandated by the FCC has led most investment analysts to conclude that the
cellular industry will be even more profitable than cable TV, to which comparisons are
constantly made. . .. While BAMS believes that providing quality cellular service
requires considerably more investment in the infrastructure of the business ... than
does cable, it must be acknowledged that the investment community has been
generally correct in forecasts of thriving cellular revenues. It is also important to note
that increased market penetration in the absence of downward price pressures will buy
alot of infrastructure. (106707, Bell Atlantic 1989)

In June 1992, six months after filing this waiver application asserting that cellular was

"robustly competitive," US West observed: "Current duopoly structure and market growth

limits competitive intensity." [USW 875)

Cellular carriers often have the ability to raise prices for cellular service, particularly

by raising prices in a manner that is less visible to the customer. A review by Southwestern

Bell of its cellular markets demonstrates the phenomenon:

Chicago has made a number of changes to improve subscriber revenue. These
include: November 1987--changed prime hours from 8 am to 8 pm to 7 am to 9 pm;
March 1990 began charging for 'ring time'; ... December 1990 increased foreign
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roamer rates from 50¢/min to $2/day and 75¢/min; May 1991 increased basic monthly
access charge to $19.95. This impacts about 40% of the base. For the future, with
rates in general being so low, it is our intent to continue to increase rates. ... We
are also evaluating charging customers for the Telco interconnection fees associated
with their usage. [203139]

Over the past few years, Boston has initiated several key rate changes to improve
subscriber revenue per customer. The changes include the following: July 1989
roamer surcharge introduced; April 1990 changed the billing increment from the 6
second rounding to full minute; July 1990 introduced a free of peak plan with a
premium monthly access charge; June 1991 increased foreign roamer rates 32%; June
1991 raised monthly access charge $2.... [A]t this writing, while we are
implementing a rate increase in June 1991, Nynex has filed a tariff which would lower
rates and price their plans below ours across the board. Their actions seem illogical
and appear to contradict the steps needed to offset declining customer usage. '" As
for the future, SBMS believes there are other opportunities to increase rates in Boston,
somewhat dependent on our competitor. ... With monthly access charges relatively
low, SBMS will continue efforts to move this fixed charge upward. [203140-41]

The Washington/BaItimore property historically has had the highest subscriber revenue
per customer of all the SBMS properties.... WashingtonlBaltimore was one of the
last SBMS properties to fall below the $100/month average subscriber revenue....
Plan F, a plan designed to add new customers quickly ... resulted in a large addition
of customers, [but] it was priced so inexpensively ... that it drove the
Washington/Baltimore average downward. Plan F has been subsequently dropped.
Despite the obvious failure of Plan F, Washington/Baltimore has introduced a number
of changes to improve subscriber revenue per customer ... : Changed the billing
increment to full minute rounding; increased roaming rates; ... changed peak hours
... ; increased access charges on low end plans. Washington/Baltimore's future
changes will focus on gradually increasing rates. This will be accomplished mostly
through higher access charges and possibly increased per minute rates." [203141-42]

Dallas subscriber revenue per customer has always been good for a large market.
Over the last couple of years, the Dallas property has been the SBMS leader in
implementing changes to improve subscriber revenue. Subscriber revenue per
customer has declined 13.8% since 1988 while peak minute usage per customer has
dropped 24%. Major factors contributing to this performance are as follows: Changed
from 30 second to full minute billing increments; raised access charges on economy
and basic plans; introduced 'free off-peak' which initially resulted in higher peak
usage. Once established, eliminated the offering from low-end plans; increased
foreign roamer rates . . .. Dallas has also increased activation fees, voice mail rates,
and other miscellaneous charges. ... Dallas is also reviewing charging customers the
interconnection fees charged by the Telco associated with customer usage. In Dallas,
this could be as much as 2¢/min, which would be a significant boost to subscriber
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revenue. [203143-44]

[In l]ate 1989 [in Oklahoma City,] ... roaming rates were increased. In early 1990
billing increments were changed to full minute rounding. [203146]

Similar to the other SBMS markets, the West Texas properties have been gradually
increasing rates by changing the billing increment, raising access charges and
increasing roamer rates. Additional increases in rates will be gradual as in the past so
as not to create a competitive disadvantage. Further upward movement of the access
charges is the most likely course with the de-emphasis of the economy plans close
behind. (203146-47]

Examination of pricing data shows a similar ability to raise prices.24 A look at

BellSouth's pricing practices in Florida, a state in which BellSouth claims to be at a

competitive disadvantage against its A block competitor, McCaw,25 is most revealing. Over

the 1990-1993 time period in Miami, the state's largest market, BellSouth's average per

minute revenues for cellular service rose 21 percent, while its market share of service

revenues rose from 48 percent in 1990 to 50 percent in 1993, despite McCaw's larger share

of minutes of use. For the years 1991-1993, BellSouth 's per minute revenues were two

percent, nine percent, and 15 percent higher than McCaw's, respectively (in 1990, BellSouth

was one percent lower). In Jacksonville, over the same 1990-1993 period, BellSouth's per

minute revenues rose more than 30 percent, while McCaw's per minute revenues varied from

:lA The simplest way to examine cellular service prices is to divide service revenues by minutes of
use. This calculation pennits an observation undistoned by pricing plans and the like, and often is
used by the cellular carriers themselves to measure their perfonnance. The pricing information in this
memorandum is based on comparing service revenue and minutes of use, based on data provided to
the Deparnnent by the BOCs and McCaw in connection with our investigations, and is submitted as
Exh.7.

2S See, e.g .. BellSouth Corporation's Opposition To AT&T's Motion for a Waiver of Section 1(0)
of the Decree Insofar as it Bars the Proposed AT&T-McCaw Merger, pp. 18-22 (June 28, 1994)
(claiming that BellSouth is at a competitive disadvantage due to McCaw's "City of Florida" plan that
allows its subscribers to have service throughout McCaw's service areas within the entire state at a
single "local" price).
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monopolist or oligopolist can vertically integrate and increase its monopoly profits.33 And it

is directly contrary to the observable facts here: Southwestern has raised prices of "ancillary"

services, such as roaming, rather than raise more visible prices (see SWB 203136-37), and the

BOCs all observe that non-equal access carriers, such as McCaw, charge top dollar for long

distance services that are "ancillary" to their cellular service, rather than simply raising the

price of cellular service.

D. The Movants Have Not Demonstrated any Significant Changed Circumstances

Warranting Relief.

Under RuJo, the party seeking modification "bears the burden of establishing that a

significant change in circumstances warrants revision of the decree." 112 S.Ct. at 760. As

this Court noted, a significant change is a "significant change in factual conditions or in law"

that could not have been anticipated at the time the Decree was entered. AT&T/McCaw

Decision, 154 F.R.D. at 7-8, quoting RuJo, 112 S. Ct. at 760.

Since the Court rejected the BOC's application to provide interexchange service from

cellular exchanges without equal access in 1987, Triennial Review, 673 F.Supp. at 551, the

BOCs must show that a significant change since then would warrant their instant motion to

provide such service. The changed circumstance necessary, and which has not occurred,

would be a substantial increase in competition in wireless services, so that cellular carriers

would not have significant market power. See Decree Opinion, 552 F. Supp. at 195. They

have not established that there has been such a change.

33 Carlton & Perloff 510; R. Warren-Bolton, Vertical Control of Markets 64,80 (1978): J. Tirole,
Theory of Industrial Organization 179-80 (1988); Scherer & Ross at 521-22.
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The movants point to two developments to support their argument that there has been

a significant change in circumstances. First, they argue that AT&T's acquisition of McCaw,

if pennitted by this Court and the FCC, will substantially change the cellular business by

permitting entry of the nation's largest long distance carrier into the local cellular exchange

business. This entry, they argue will place the BOC cellular systems at a substantial

competitive disadvantage, thereby hanning consumers. Second, they argue that entry into the

wireless business is imminent in the fonn of SMR and PCS. They suggest that entry of these

new providers will eliminate the need for equal access to preserve competition in the

provision of long distance services to cellular subscribers. Neither of these developments

justify the relief the BOCs seek.

The proposed final judgment that the Department has negotiated with AT&T refutes

the BOCs' argument that AT&T will have different equal access rules. Rather, that proposed

decree and the order proposed for the BOCs' motion applies consistent rules to both the

BOCs and AT&T. The terms of the AT&T/McCaw judgment, if approved, would expand the

scope of equal access to apply to McCaw cellular exchanges that do not currently provide

equal access. As a result, that judgment will eliminate the competitive disadvantage that the

BOCs claim they currently face. Ironically, granting the BOCs' motion would create the

harm they claim they want to end -- placing a cellular provider in a position where it must

provide equal access while competing with a provider that need not do so.

The BOCs' other contention is likewise without merit. As yet, there are no SMR or

PCS providers of wireless telephony generally available today. It is, of course, possible that

at some point these new technologies will offer wireless service in competition with today's
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cellular duopolists. When it will happen and what effect, if any, it will have on competition

in the market for cellular telephone service is now unknown.

The FCC has not yet assigned PCS licenses. Indeed, the Commission has not yet even

said when licenses will be awarded. Once the licenses are assigned, the licensees must take a

number of time-consuming steps before they can offer service. They must develop the

necessary technology, obtain financing and build networks. The very nature of pes,

including the services to be provided and the technology to be employed, is not yet settled.34

BellSouth itself told the FCC that "cellular systems and new PCS licensees will be

competitors only to a very limited degree. "3S It is, of course, impossible to say how long it

will take to develop PCS, but it appears that it will be some time before PCS service will

have any impact on competition for wireless telephony. Any assertion that PCS has changed

the competitive environment is premature at best.

Several fums are in the process of accumulating radio spectrum currently allocated to

Special Mobile Radio (SMR) with the stated intention of offering wireless telephone service.

While that service might be closer to deployment than PCS, when and if it will be available

is not yet known. SMR providers currently offer a dispatch service that is functionally

34 See Peterson, "Positioning PCS on the Telecom Landscape," Telephony, 26 (December 13,
1993). Mr. Peterson is Manager of Market Research at Motorola's General System Sector, a
prospective PCS manufacturer, and is positioned to be well informed on pes.

35 PCS Comments of BellSouth, In the matter of Amendment of the Commission's Rules to
Establish Nev.' Personal Communications Services 48 n.96 (F.Cc. Nov. 9, 1992). BellSouth relied on
a forecast by Telocator that "shows cellular service prices in 2002 remaining 14-67% higher than the
price for 'personal telecommunications service' and as much as three times as expensive as telepoint
service." /d.
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distinct from cellular telephone service.36

Three firms are attempting to convert SMR spectrum to wireless telephone use.

Nextel Communications Inc. is the only firm that has begun construction of an SMR system

that would provide cellular-like telephony service. Nextel has noted that it could still face a

number of difficulties, including having substantially less radio spectrum than that allocated to

cellular telephone providers (which could cause its costs to be substantially higher), a limited

number of equipment suppliers and a current inability to offer nationwide service. Nextel' s

filing also indicates that its service might not have adequate voice quality.37

This voice quality problem has also been noted by McCaw's Chief Operating Officer,

who testified that Nextel's voice quality is currently poor. Mr. Barksdale noted that Nextel

might have to halve its capacity to improve its voice quality, further increasing its costS. 38

As with PCS, the HOCs' assertion that SMR deployment constitutes a significant change in

circumstances is, at best, premature.

36 Dispatch service is used by fleet dispatchers, such as those that issue assignments to taxicabs
and utility repair trucks. Some SMR providers offer interconnection with the public switched
telephone network; such service, however, is far less convenient that cellular service and is used
infrequently. SMR customers who need mobile telephone service usually have SMR and cellular
telephone equipment in their vehicles.

37 Nextel Communications, Inc., Securities and Exchange Commission, Form S-3, pp. 28, 36
(February 8, 1994).

38 Deposition of James Barksdale, June 28, 1994,218-221 (Exh. I hereto). Mr. Barksdale's
deposition was taken during the Departtnent's investigation of the AT&T/McCaw transaction.
Presumably, Mr. Barksdale had an incentive to emphasize the likelihood of Nextel's success as an
entrant into the mobile telephone business.
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The Misuse of Accounting Rates of Return: Comment

By WILLIAM F. LONG AND DAVID J. RAVENSCRAFT·

In a recent article in this Review (1983),
Franklin Fisher and John McGowan (hence
forth F-M) claim to have shown that
..... there is no way in which one can look at
accounting rates of return and infer anything
about relative economic profitability or, a
fortiori, about the presence or absence of
monopoly profits" (p. 90). They then attempt
to link this extremely negative conclusion
exclusively to profit-concentration studies,
despite more obvious and appropriate areas
of application.

Aside from the questionable focus, the
authors have little basis for reaching their
conclusion, especially in regards to the
profit-concentration issue. First, F-M do not
always perform the calculations correctly.
Second, they base their entire analysis on a
measure of the profit rate which is not the
one preferred in profit-concentration studies.
Third, their examples tend to represent ex
treme cases; they do not reflect the typical
U.S. industrial experience. Fourth, they do
not demonstrate that the use of accounting
rates of return leads to a positive bias in the
profit-concentration relationship. And finally,
they ignore substantial evidence that ac
counting profits do, on average, yield im
portant insights into economic performance.

I. Analytical Errors

Fisher and McGowan's end-of-year asset
accounting rates of return are incorrectly
calculated. In comparing asymptotic ac
counting rates of return using beginning-of
year assets with those using end-of-year as
sets (Tables 2, 3, 5), they show the former
rates as being greater than or equal to the
latter, which is inconsistent with the results

·Bureau of Economics. Federal Trade Commission,
Washington. D.C 20580. The vIews expressed here are
our own and not necessarily those of the Federal Trade
Commission or any of its members. A review has been
conducted to ensure that the data in this paper do not
identify individual company line of business data.
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in their Table 1. If there is depreciation, and
if the same accounting profit value is divided
by the two asset values, the end-of-year
accounting rate of return must be larger than
the beginning-of-year accounting rate of re
turn. Our Table 1 reproduces Panel B of
F-M's Table 2, but with the correct defini
tion of end-of-year assets. l There is a signifi
cant difference between the correct numbers
and those reported by F-M. Therefore, their
end-of-year asset results, except for their
Table 1, should be discarded.

A much more serious problem is that F-M's
analysis of end-of-year assets, even when
correctly calculated, is still incomplete and
misleading. They show in their Appendix
that for continuous time, equality of the
growth rate and economic rate of return
assures equality of the accounting and ec0
nomic rate of return. For the discrete analy
sis in the text, however, they show that the
relationship holds for only accounting rates
of return which use beginning-of-year assets
as the denominator. They explicitly note that
the relationship does not hold if end-of-year
assets are used. The implication is that the
standard practice of measuring assets as of
the end of the period is incorrect. Their
conclusion rests on a faulty transition from
continuous analysis to discrete analysis, and
on inconsistent definitions of economic rate
of return, accounting rate of return, and
growth rate.

The continuous time results derived in
F-M's Appendix hold in discrete time for
accounting profit rates defined with begin
ning-of-year assets as the denominator, if the
growth rate and internal rate of return are
defined in beginning-of-year terms. However,
it also holds for accounting profit rates de
fined with end-of-year assets as the de
nominator, provided the growth rate and

lOnly straight-line and sum-of-years' digits deprecia
tion method results are given. F-M did not give suffi
cient information to permit us to distinguish among the
many types of declining balance depreciation schedules.
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TABLE I-AsYMPTOTIC ACCOUNTING RATES Of REroRN (%) ON TliRfE VERSIONS
Of THE Q-PROflLE: END-Of-YEAR ASSETS CORRECTION
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Six-Year Life Seven-Year Life Eight-Year Life
(No Delay) (One-Year Delay) (Two-Year Delay)

Sum-of- Sum-of- Sum-of-
Growth Straight Years' Straight Years' Straight Years'
Rate Line Digits Line Digits Line Digits

0 21.3 29.0 24.1 32.9 27.0 37.0
5 20.9 26.9 22.4 28.8 23.9 30.7

10 20.6 25.0 20.8 25.1 21.1 25.4
15 20.2 23.3 19.2 21.8 18.6 20.8
20 19.8 21.7 17.8 19.0 16.3 16.9
25 19.3 20.4 16.5 16.4 14.2 13.5
30 18.9 19.1 15.2 14.1 12.4 10.6

internal rate of return are defined in end-of
year terms. In fact, it holds for any convex
combination of beginning- and end-of-year
assets, subject to the requirement that the
profit rate, growth rate and internal rate of
return are all consistently defined. 2 Using
variables defined relative to end-of-year in
stead of beginning-of-year, F-M's Table 2
could be recalculated to show the accounting
rate of return for end-oj-year assets equaling
15 percent for all cash flow profiles and all
depreciation schedules, when the end-of-year
growth rate is 15 percent. Thus, there is no a
priori reason for preferring beginning- or
end-of-year assets.

Fisher and McGowan's third problem is
that they use 15 percent as the value of the
economic rate of return, claiming that this
was the average accounting rate of return for
manufacturing in 1978. That is the value for
the return to equity; the accounting rate of
return to total assets was 7.8 percent in 1978
(FTC Quarterly Financial Report ... First
Quarter, 1979). If an economic rate of return
of 7.8 percent is used instead of 15 percent,
and the set of growth rates is centered on 7.8
percent, the maximum deviation from the

2Let I. be cash flow for an investment in the uth
year of the investment's life. X, be an arbitrary asymp
totic variable in period t. , be the economic rate of
return, and g be the growth rale. For beginning-of-year
analysis, the definitions of , and g are given by ~!(l +
r)-·I.=1 and g=(Xu+ 1 - Xu)!Xu' For end-of-year
analysis, the definitions of , and g are given by ~!(1 
r)"-II. -I and g - (XU + 1 - Xu)! Xu+ l' The proof for
the general case, of which beginning-of-year and end
of-year are special cases. is presented in our working
paper (1983).

economic rate of return for the accounting
rate of return on beginning-of-year assets is
3.9 vs. 10.9 percentage points in F-M's Table
2 or 50 vs. 73 percent of the economic rate of
return. The choice of a rate of return is
important if we are trying to characterize the
accuracy of accounting rate of return in the
real world.

n. Alternative Profitability Measures

An analysis of the appropriate measure of
profitability warrants a more extensive treat
ment than can be given in this brief note.
However, F-M's claim that" ... the economic
rate of return is the only correct measure of
the profit rate for purposes of economic
analysis" (p. 82) requires some comment.
The correct definition of profit depends on
the context in which it is employed. If the
analysis involves a study of investment be
havior, then clearly the marginal economic
rate of return is the correct profit measure.3

It is not the preferred measure when study
ing monopoly power. Existing evidence sug
gests that the Lerner index, which can be
approximated by profitjsales,4 better re
flects the degree of monopoly power.

3 Even in this context, several authors have concluded
that measurement problems are not serious enough to
make empirical work worthless (George Stigler, 1963;
Martin Feldstein and Lawrence Summers, 1977). Others
have developed procedures for correcting some of the
measurement errors (Allan Young, 1975).

4The approximation is exact if average cost is con
stant. If it is not, the profit/sales ratio is a simple
function of (price - marginal cost)jprice and the elastic-

I
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The basic reference on this issue is Joe
Bain (1951). In describing his conceptual
framework, he noted: "Average excess profit
rates on sales should thus be higher with
than without monopoly or effective oligopo
listie collusion.... we arrive at the hypothesis
that there will be a systematic difference in
average excess profit rates on sales between
highly concentrated oligopolies and other in
dustries" (p. 295-96, emphasis added). In his
empirical work, Bain used the ratio of
accounting profits to equity, though he re
ported that he had also conducted his statis
tical tests with the ratios of excess profits to
sales and accounting profits plus interest to
total assets, with the same general results.

Recent contributions have expanded on
this conceptual framework, including Keith
Cowling and Michael Waterson (1976), Frank
Gollop and Mark Roberts (1979), and Long
(1982). These studies have demonstrated that
profit (net of all costs) divided by sales is a
performance measure which may be derived
from an optimization exercise in long-run
equilibrium oligopolr models that include a
conjectural variable. They derive estimable
equations which relate this profit measure to
market share, concentration, elasticity, the
magnitude of the conjectural variable, and
other aspects of finns and industries. These
models need to incorporate an investment
function and dynamic considerations (partic
ularly entry and exit) before the issue can be
fully resolved.6 However, given that no ex-

ity of the average cost cwve. Thus, the prOfit/sales
equation needs to be expanded to include determinants
of the cost elasticity. For an explicit development of this
approach. see Long (1982).

5Note profits should be net of all costs, including
capital cost. A common argument for using the
profit/assets ratio is that most studies have not netted
out capital cost. However. if profit/sales is the theoreti
cally correct measure. then this amounts to arguing that
two wrongs make a right. The preferred method is to
estimate capital cost. subtracting these estimates from
profits.

6A model of the entry/exit process is often implicitly
used in supporting the use of profit/assets ratios. How
ever. if capital markets are competitive. the residual of
revenues over all costs (including the normal return to
capital) accrue 10 the entrepreneurship function. not to
capital. It still makes sense to envision firms moving into
areas where the returns are highest. but it makes DO

plicit model of oligopoly derives profit rates
to assets as the performance measure, the
profit/sales ratio appears to be a more de
fensible index.

There are few explicit discussions of the
appropriate profit rate in the profit-con
centration literature; the best we know is
Leonard Weiss (1974, p. 198-99). The issue
certainly is not settled in the literature, since
many studies use either equity or total assets
as the denominator of the profit rate vari
able. Most of those cite George Stigler (1963)
as the source for the preference of profit/
assets over profit/sales. Their reliance on
Stigler may be misplaced. He focused pri
marily on interactions between investment
and the rate of return on assets. He defended
profits divided by total assets instead of
stockholders equity, but he did not directly
address the use of capital instead of sales in
the denominator when he considered the
profit-concentration relationship.

There is an additional serious drawback
with the use of a profit/assets ratio as a
measure of monopoly power. If the profit/
assets ratio is meant to approximate the equi
librium marginal economic rate of return on
investment, then it tells us nothing about the
degree of monopoly power; in equilibrium
every firm, whether competitive or monopo
listic, will have invested until the rate of
return on the marginal investment, adjusted
for risk and net of the competitive cost of
capital, equals zero. If, alternatively, it is
meant to approximate the average economic
rate of return, other problems arise. The
average economic rate of return on capital
may be equal to zero in competitive in
dustries and greater than zero in noncom
petitive industries, but beyond that the mag
nitude of the average return on capital does
not tell us anything about the degree of
monopoly power. For example, two monopo
listic industries with the same demand and
constant long-run average cost curves will
have the same profit/sales ratio, but their
profit/assets ratio will differ to the extent

sense, from this perspective. 10 divide the profit residual
by some measure of capital. We are indebted to David
Qualls for this observation.
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that their capital intensities differ. Thus,
higher profit/assets ratios, even when mea
sured correctly, do not necessarily imply
greater monopoly power.

We, therefore, question the relevance of
F-M's work for the profit-concentration liter
ature, since they do not address those studies
which use profit/sales as the index of perfor
mance. Furthermore, F-M ignore the dif
ference between the marginal and average
return to capital by assuming all investments
have the same cash flow, an assumption that
even they admi t is unrealistic.

Ill. The Validity of F-M's Examples

Even though F-M's analysis is inaccurate
and incorrectly applied, it may still be useful
to examine what sort of inferences can be
drawn from their theorems and examples.
The theorems show that accounting profits
will not equal economic profits except in
special circumstances. However, for most
uses, it is sufficient if accounting profits are a
reasonable proxy for economic profits. The
examples employed by F-M illustrate that in
some cases the differences between account
ing and economic profit can be fairly large.
Other examples can just as easily be devised
for which the differences are immaterial. The
relevant questions are, which examples are
more representative of the population as a
whole, and whether the measurement errors
introduce systematic bias in statistical stud
ies?

Work by Thomas Stauffer (1971) sheds
some light on these issues. He estimated ec0

nomic profit for nine industries in which
large differences between accounting and
economic profits were likely. These were in
dustries with a substantial amount of long
lived assets, R&D expenditures, advertising
expenditures, or other special features such
as capitalized sales. Despite this special
selection, the correlation between accounting
and economic rates of return was.79. If one
could extend this work to all industries, the
correlation would presumably be signifi
cantly higher. There are, of course, some
industries, such as pharmaceuticals, where
the difference between accounting and ec0

nomic profits are large. more in line with

F-M's examples. But, as Stauffer emphasizes:

... [T]here is little reason to expect that
significant corrections would emerge for
most firms, since the great majority of
U.S. manufacturing industries seem to
have relatively rapid inventory turn
over, short gestation periods in plant
construction, a comparatively low level
of R&D or product development ex
penditure, and reasonably high ratios
of working capital to fixed assets....
Thus, extensive corrections to indicated
rates of return should be the exception,
rather than the rule. [po V-10]

F-M's examples, therefore, do not appear to
represent the typical industry.

Fisher and McGowan's use of an accel
erated depreciation schedule in their exam
ples creates exaggerated accounting-econom
ic rate of return differences. In all of their
examples except Table 2, they employ a sum
of-years' digits depreciation schedule. Using
the 1975 line of business survey of 472 large
manufacturing companies, we calculated that
approximately 80 percent of assets were
depreciated with the straight-line procedure.
Only about 9 percent use sum-of-years' dig
its. The use of straight-line depreciation in
all of the examples would therefore be more
appropriate if F-M wish to claim their exam
ples are representative.7 The depreciation
method selected is important, as can be seen
in F-M's Table 2. The extent to which the
accounting rate differs from the economic
rate is substantially smaller for the straight
line method than the accelerated deprecia
tion schedules.

The fundamental problem is that F-M try
to reach general conclusions about statistical
relationships through examples. Such an at
tempt is fundamentally flawed, since· the
examples may only reflect extremes. The
inaccuracy of this approach can be il
lustrated from other aspects of the profit
measurement problem. Line of business (LB)

71n its measurement of national income and related
macroeconomic variables. the Bureau of Economic
Analysis of the Department of Commerce converts all
depreciation to the straight-line method. For a justifica
tion. see Young (pp. IS, 35)
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profits may be distorted because of com
mon cost allocations or nonmarket transfer
prices. George Benston (1979) and William
Breit and Kenneth Elzinga (1981) illustrate
through examples that in some cases these
distortions can be quite large. They, there
fore, conclude that the LB data are mislead
ing. Although the LB data set does contain
some profits which are significantly affected
by these problems, work by Ravenscraft
(1981) and Long et al. (1983, pp. 45-63)
shows that large distortions are atypical. The
correlation between LB profits as reported
by the companies and LB profits based on
a market-allocation procedure is approxi
mately .89. Similarly, reported LB profits,
for which 50 percent of the transfers are
valued at nonmarket prices, and LB profits,
where all transfers are valued at market
prices, also have a correlation of approxi
mately.89.

IV. The Usefulness of Accounting Profit Data
in Structure-Perfonnance Analysis

The required accuracy of accounting prof
its is dependent on the context in which they
are used. If a single accounting number is
employed as evidence in an antitrust case,
then certainly the accuracy of that number
and not the typical accounting number needs
to be ascertained. It is in this context that the
F-M paper originated. However, tbey claim
their analysis is relevant more generally to
the profit-concentration literature without
providing a justification for this extension. In
particular, F-M never demonstrate (or even
claim) that the use of accounting rates of
return tends to overestimate economic rates
of return in concentrated industries relative
to unconcentrated ones, which they must
do to show that the accounting-economic
profit divergence leads to a positive bias in
the concentration-accounting profits rela
tionship. If this divergence represents only
random noise, then the statistical relation
ship between profits and concentration must
be stronger than previous work indicates,
because it prevails over significantly more
noise than previously assumed.

Using the FTC's LB data for 1975, we
have developed some indirect evidence that

the accounting-economic-profit divergence
does not significantly effect the qualitative
conclusions of structure-profits regressions,
even though it may introduce distortions for
some individual profit numbers. As a first
step, we calculated ordinary least squares
(OLS) regression statistics for a leading
equation in Ravenscraft (1983, p. 26), using
profits/sales and profits/end-of-year assets
as dependent variables, and using the same
independent variables as he used.8 The
profit/sales regression and the profit/assets
regression yield similar structure-perfor
mance inferences, with respect to most of the
key variables, a result which is consistent
with the findings of Bain and other re
searchers. In addition, the strongest statisti
cal results arose in the profit/sales regres
sion, which lends support to the choice of
profits/sales over profits/assets as the de
pendent variable in such regressions.

The corrected F-M examples point to the
potential for a large difference between prof
its as a ratio to beginning-of-year and
end-of-year assets, when there is a substan
tial accounting-economic profit divergence.
Therefore, structure-profit regressions using
profits/beginning-of-year assets and profits/
end-of-year assets should yield different sta
tistical inferences, if the accounting-economic
profit divergence results in a significant bias.
Implicit in their analysis is the expectation
that midyear assets should give intermediate
results. To test these hypotheses, we recalcu
lated the profits/assets equation, but with
midyear assets and beginning-of-year assets
as the denominator. Qualitative conclusions
about individual independent variables for
the three equations are almost identical.
Therefore, there is little indication of a sig
nificant bias. The R 2 with either midyear or
beginning-oC-year assets in the denominator
is substantially higher than R 2 with end-of
year assets, but those two variants yield vir
tually indistinguishable results.

A third sensitivity test also indicates that
the structure-profit results are generally not
as biased as F-M suggest. If accounting de
preciation corresponds to economic depreci-

8A detailed description of the regression results ap
pears in our working paper (1983)


